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ABSTRACT 
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tax  laws  contained  in  the  1969  tax  reform  act.  It  also 
provides  background  information  relative  to  the  issues 
associated  with  these  changes.  Tax  law  changes  reviewed 
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THE    TAX  REFORM   ACT   OF    1969 
Provisions  of  Significance  to  Farmers 

By  W.   Fred  Woods,   Agricultural  Economist 
Farm  Production  Economics  Division 


INTRODUCTION 

Since  the  adoption  of  the  16th  amendment  to  the 
Constitution  in  1913,  the  Federal  income  tax  has  assumed 
a  major  role  in  financing  the  U.S.  Government.  Since 
then,  the  income  tax  statutes  have  been  rewritten,  revised, 
and  amended.  Many  provisons--for  special  deductions, 
credits,  exclusions,  exemptions,  and  preferential  rates- - 
have  been  made  a  part  of  the  tax  laws  to  achieve  desired 
social  or  economic  objectives. 

Occasionally  these  provisions  go  beyond  their  intend- 
ed purposes  or  outlive  the  economic  and  social  setting  that 
originally  made  them  useful.  When  this  happens, inequities 
are  often  created  in  the  Nation's  tax  laws.  Thus,  periodic 
reform  of  our  tax  laws  is  necessary  to  maintain  public 
confidence  in  the  Federal  income  tax  structure,  as  well  as 
to  generate  the  increased  revenue  needed  by  public  institu- 
tions . 

The  last  major  overhaul  of  the  tax  system  was  in 
1954.  Since  then,  a  need  has  been  felt  to  deal  further  with 
the  problems  of  the  tax  structure  and  to  achieve  a  more 
lasting  reform  of  the  system.  Important  first  steps  to- 
ward such  reforms  took  place  during  the  first  session  of 
the  91st  Congress. 

These  steps  resulted  in  eventual  passage  of  H.R. 
13270,  an  act  to  reform  the  income  tax  laws,  by  the  House 
of  Representatives  in  August  1969.  The  Senate  Finance 
Committee  reworked  the  House  bill,  producing  a  version 
that  was  further  amended  on  the  Senate  floor.  Differences 
between  Senate  and  House  versions  were  resolved  in  con- 
ference, and  on  December  30,  1969,  the  Tax  Reform  Act 
of  1969  became  law  with  the  President's  signature.  The 
255-page  bill  represented  a  sweeping  revision  of  the 
Internal  Revenue  Code. 


This  publication  reviews  changes  in  Federal  tax  laws 
brought  about  by  the  1969  legislation,  and  provides  back- 
ground information  relative  to  the  issues  behind  these 
changes.  Several  tax  changes  relate  directly  to  the  farm- 
ing sector.  These  changes  are  discussed  in  the  first  part 
of  the  publication.  The  second  part  contains  information  on 
general  tax  reform  and  relief  provisions  that  affect  farm- 
ers along  with  other  taxpayers. 

This  publication  is  not  intended  as  a  complete  discus- 
sion of  the  legislation,  nor  is  it  intended  to  anticipate  in- 
terpretation and  implementation  of  the  law  by  the  Internal 
Revenue  Service  (IRS) .  It  is  intended  only  to  present 
information  of  general  interest  to  the  farming  sector  rela- 
tive to  the  Tax  Reform  Act  of  1969.  1/ 


PROVISIONS   RELATING  DIRECTLY   TO   FARMING 

The  new  tax  law  contains  nine  provisions  relating 
specifically  to  farming:  (1)  recapture  of  farm  losses  used 
to  offset  nonfarm  income  when  farm  property  is  sold;  (2) 
recapture  of  depreciation  on  section  1231  livestock;  (3)  ex- 
tension of  the  holding  period  for  certain  classes  of  live- 
stock to  qualify  for  section  1231  treatment;  (4)  prohibition 
of  the  tax-free  exchange  of  livestock  of  different  sexes; 
(5)  tightening  of  hobby- farming  regulations;  (6)  recajpture 
of  soil  and  water  conservation  expenses  upon  sale  of  farm- 
land; (7)  changing  the  income  treatment  of  crop  insurance 
proceeds;  (8)  capitalization  of  the  costs  of  planting  and 
developing  citrus  groves;  and  (9)  extension  of  the  filing 
date  for  farm  tax  returns  to  March  1. 

Limitation  of  Farm  Losses 

A  major  area  of  alleged  tax  inequity  is  known  as  tax- 
loss  farming.  Tax-loss  farming  arises  from  a  combina- 
tion of  (1)  a  1915  administrative  decisionpermitting  farm- 
ers to  report  income  by  using  either  the  cash  or  the 
accrual  method  of  accounting,  (2)  a  1919  Treasury  regula- 
tion allowing  farmers  to  write  off  capital  expenditures 
incurred  in  the  development  of  orchards  and  ranches,  and 


1/  More  detailed    information  on  changes   in   the   tax   laws 
may  be  obtained   from   the   Internal   Revenue   Service. 


(3)  legislative  action,  beginning  in  1942,  expanding  the 
category  of  assets  entitled  to  capital  gains  treatment  to 
include  livestock  held  for  draft,  breeding,  or  dairy  pur- 
poses for  a  period  in  excess  of  12  months. 

Background 

Farmers  have  beenpermitted  to  use  cash  accounting 
as  "an  historical  concession  by  the  Secretary  Qof  the 
Treasury]  and  the  Commissioner  [of  Internal  Revenue]  to 
provide  a  unitary  and  expedient  bookkeeping  system  for 
farmers  and  ranchers  in  need  of  a  simplified  accounting 
procedure.  "_2/ 

It  has  been  charged  that  the  treatment  of  farm  tax 
losses  raises  a  question  of  tax  equity  and  fosters  unfair 
competition  for  farm  operators  who  rely  on  farm  income 
as  their  primary  source  of  livelihood.  This  charge  has 
its  basis  in  the  fact  that  much  of  the  tax  abuse  with  the 
special  farm  rules  is  primarily  by  the  taxpayer  who  has 
(1)  tax  losses  that  are  not  economic  losses  and  (2)  sub- 
stantial nonfarm  income  against  which  to  offset  the  farm 
tax  loss.  The  tax  benefit  is  considerably  less  to  one  who 
has  only  the  farm  investment. 

The  net  result  is  that  high-bracket,  nonfarm  tax- 
payers with  farm  investments  may  enjoy  a  competitive 
advantage  over  farmers.  This  competitive  advantage  may 
be  evidenced  in  several  ways.  For  one,  tax  benefits  avail- 
able to  high-bracket  taxpayers  may  allow  these  taxpayers 
to  bid  up  the  price  of  farmland  beyond  that  which  would 
prevail  in  the  absence  of  the  special  tax  rules.  Further- 
more, farm  operators  who  depend  primarily  on  farming 
must  compete  in  the  marketplace  with  those  who  consider 
farm  profit  unnecessary  for  their  purposes.  To  under- 
score the  importance  of  this  issue,  it  may  be  noted  that  an 
increasing  number  of  investment  advisors  have  advertised 
that  they  can  and  will  arrange  farm  tax-loss  plans. 

Prior  to  the  1969  reforms,  several  legislative  pro- 
posals had  been  made  to  limit  the  use  of  artificial  farm 
losses  to  offset  large  nonfarm  incomes.    These  proposals 


2/   United   States  v.    ^atto,    384   U.S.    102,    116    (1966). 
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ranged  from  simple  limitations  on  farm  losses  to  a  more 
complex  method,  which  would  require  a  special  account 
in  which  excess  losses  used  to  offset  nonfarm  income 
would  be  recorded  for  recapture  upon  the  sale  of  farm 
capital  assets.  The  taxpayer  would  be  prevented  from 
converting  his  nonfarm  income,  against  which  the  excess 
losses  were  deducted,  into  capital  gain  when  the  farm 
property  is  sold.  The  approach  is  similar  to  the  depre- 
ciation recapture  provision. 

Provision  of  the  Act 

The  House  and  Senate  agreed  that  the  tax  treatment 
of  farm  losses  should  be  subject  to  tighter  controls.  The 
House-passed  tax  reform  bill  provided  that  the  total 
amount  of  farm  losses  could  continue  to  be  deducted,  but 
for  taxpayers  with  nonfarm  adjusted  gross  incomes  (AGI) 
over  $50,000,  the  excess  of  their  farmlosses  over  $25,000 
would  be  placed  into  a  special  excess  deductions  account 
(EDA).  Gain  on  the  subsequent  sale  of  farm  property 
would  be  treated  as  ordinary  income  to  the  extent  of  EDA 
balances.  Amounts  in  the  EDA  would  be  reduced  by  farm 
income  in  a  subsequent  year.  EDA  balances  would  also  be 
reduced  to  the  extent  they  were  used  to  offset  capital  gains 
on  the  sale  of  farm  property.  This  approach  prevailed  in 
the  House-Senate  conference  committee  and  became  the 
wording  of  the  law,  effective  for  tax  years  beginning  after 
December  31,    1969. 

Reports  have  circulated  that  this  provision  would 
deny  use  of  the  cash-accounting  method  to  farmers.  This 
is  not  true.  No  legislation  has  been  considered  which 
would  eliminate  the  option  to  use  cash  accounting  in  re- 
porting farm  income.  The  new  law  does,  however,  pro- 
vide that  individuals  otherwise  subject  to  the  EDA  require- 
ment may  elect  "to  compute  taxable  income  from  farming 
by  using  inventories  and  by  charging  to  capital  account  all 
expenditures.  .  .which  are  properly  chargeable  to  capital 
account.  .  . ,  "3/  and  thereby  not  be  required  to  maintain  an 
excess  deductions  account.  In  other  words,  taxpayers  may 
avoid  the  EDA  requirement  by  reporting  on  an  accrual 
basis,  even  though  their  nonfarm  incomes  and  farmlosses 
were  sufficiently  high  to  place  them  under  the  requirement 
otherwise. 


3/   83   Stat.    567. 


Based  on  the  law's  test  of  combining  nonfarm  income 
and  farm  loss,  precisely  3,  928  tax  returns  would  have 
been  affected  by  the  new  provisions  in  1966,  according  to 
IRS. 

Recapture  of  Livestock  Depreciation 

The  Issue 

Formerly,  livestock  used  in  the  farm  business  were 
specifically  exempted  from  recapture  of  depreciation 
rules.  Normally,  there  would  be  recapture  of  deprecia- 
tion upon  sale  of  property  used  in  a  business.  Substantial 
tax  benefits  accrued,  since  depreciation  was  deducted  from 
ordinary  income  taxed  at  regular  rates,  and  gain  from  the 
sale  of  livestock  was  taxed  at  the  capital  gains  rate, 
which  was  lower.  In  effect,  the  livestock  exclusion  allow- 
ed the  conversion  of  ordinary  income  into  capital  gain. 
This  situation  created  a  disparity  of  treatment  between 
livestock  and   other  types  of  property  used  in  a  business. 

Provision  of  the  Act 

The  Tax  Reform  Act  of  19  69  requires  that  gain  on  the 
sale  of  livestock  be  treated  as  ordinary  income  up  to  the 
full  value  of  previous  depreciation  deductions.  The  pro- 
vision applies  to  years  after  1969,  but  only  to  depreciation 
taken  after  1969. 

Holding  Period  for  Livestock 

The  Issue 

Formerly,  the  law  allowed  gain  on  the  sale  of  live- 
stock held  for  draft,  breeding,  or  dairy  purposes  to  be 
treated  as  a  capital  gain  if  the  animal  had  been  held  by  the 
taxpayer  for  1  year  or  more.  It  w  a  s  charged  that  this 
period  was  not  long  enough  to  resolve  the  question  of 
whether  the  taxpayer  was  actually  holding  the  animal  for 
the  required  purposes  orholdingit  for  sale  in  the  ordinary 
course  of  business. 

Provision  of  the  Act 

The  House  bill  would  have  changed  the  holding  period 
to    qualify   for   capital  gains   upon   sale   to   at  least    1  year 


after  the  animal  would  ordinarily  have  been  used  for  draft, 
breeding,  or  dairy  purposes.  The  Senate  changed  this  so 
that  horses  and  cattle  must  be  held  for  at  least  2  years  to 
qualify  for  capital  gains  treatment.  Other  types  of  live- 
stock remain  subject  to  the  1-year  holding  period  in  the 
old  law.  The  Senate  provision  was  adopted  by  the  con- 
ference committee.  The  new  provision  affects  livestock 
acquired  after  December  31,    1969. 

Tax-Free  Exchange  of  Livestock  of  Different  Sexes 

The  Issue 

Reportedly,  some  r,tax  loss  farmers"  felt  that  they 
could  make  tax-free  "like  kind"  exchanges  of  male  calves 
for  female  calves.  They  would  hold  the  female  calves  for 
breeding  purposes  so  that  their  herd  would  increase  in 
size  at  a  faster  rate  and  the  sale  of  the  herd  would  qualify 
for  the  more  favorable  capital  gains  tax  rate.  IRS  never 
has  sanctioned  these  exchanges  as  "like  kind"  exchanges 
and  therefore  has  treated  them  as   taxable    transactions. 

Provision  of  the  Act 

A  Senate  amendment  to  the  tax  reform  bill  (adopted 
by  the  conference  committee)  provides  that  for  purposes 
of  applying  the  like-kind  exchange  rules  of  the  Internal 
Revenue  Code  (sec.  1031),  livestock  of  different  sexes  are 
not  property  of  a  like  kind.  This  amendment  was  intended 
to  be  declaratory  of  existinglaw  and  therefore  it  was  made 
applicable  to  tax  years  to  which  the  Internal  Revenue  Code 
of  1954  applies.  The  effect  of  this  action  is  to  make  clear 
that  Congress  never  intended  that  exchanges  of  calves  of 
the  opposite  sex  be  treated  as  like-kind  exchanges. 

Hobby  Losses 

Background 

The  old  law  limited  to  $50,  000  a  year  the  amount  of 
losses  from  an  individual's  business  that  he  could  use  to 
offset  his  other  income.  This  limitation,  however,  applied 
only  if  losses  from  the  business  exceeded  $50,  000  a  year 
for  5  consecutive  years. 


Provision  of  the  Act 

The  new  law  changes  this  rule  so  as  to  disallow 
losses  from  activities  which  the  taxpayer  is  "not  engaged 
in  for  profit.  "  The  legislation  further  provides  that  if  the 
taxpayer  has  profits  in  2  of  5  years  (or,  in  the  case  of  the 
breeding,  training,  showing,  or  racing  of  horses,  2  of  7 
years),  he  is  presumed  to  have  engaged  in  that  activity  for 
profit,  and  IRS  would  be  under  burden  to  rebut  this  pre- 
sumption. 

Recapture  of  Soil  and  Water  Conservation  Expenses 

The  Issue 

Formerly,  the  parts  of  the  law  that  allowed  the  cur- 
rent deduction  of  certain  soil  and  water  conservation  ex- 
penses and  land-clearing  expenditures  did  not  provide  for 
recapture  of  these  deductions  upon  the  sale  of  the  land.  It 
was  believed  that  lack  of  such  provision,  combined  with 
the  capital  gains  treatment  allowed  on  the  sale,  made  it 
possible  for  high-income  taxpayers  to  make  short-term, 
tax-motivated  investments  in  farmland. 

A  high-income  taxpayer  could  purchase  farmland, 
make  such  investments  to  obtain  current  deductions  from 
his  nonfarm  income,  and  then  receive  capital  gains  income 
when  the  land  was    sold,  usually  in  a  short  period  oftime. 

Provision  of  the  Act 

The  new  law  provides  for  the  recapture  of  soil  and 
water  conservation  and  land-clearing  expenditures  made  on 
farmland  under  sections  17  5  and  182  of  the  Internal  Revenue 
Code.jl/  Until  they  exceed  the  value  of  deductions  allowed 
for  such  expenditures  made  after  December  31,   1969,  gain 


47  Briefly,  section  175  provides  that  soil  and  water 
conservation  expenses  may, if  the  farmer  elects,  ^e  treated 
as  currently  deductible  expenses  up  to  25  percent  of  gross 
income  from  farming  in  any  year.  Section  182  provides  for 
the  current  deduction, at  the  farmer's  election,  of  exDend- 
itures  for  clearing  land  to  make  it  suitable  for  farming. 
$5,000  or  25  percent  of  taxable  income  from  farming , which- 
ever  is    less,    may  be   deducted   in  any   one  vear. 


on  the  sale  of  farmland  will  be  treated  as  ordinary  income 
rather  than  as  a  capital  gain.  However,  there  is.  no  re- 
capture if  the  land  has  been  held  for  at  least  10  years. 
When  land  is  sold  within  5  years  after  acquisition,  expend- 
itures are  recaptured  in  full.  For  sales  in  the  6th  through 
9th  year,  the  amount  recaptured  decreases  by  20  percent- 
age points  each  year,  as  shown  by  the  following  recapture 
schedule: 


Vear   after  acquisition         :        Percentage   recaptured 


This  provision  is  effective  for  expenditures  allowed 
after  December  31,  1969  with  respect  to  farmland  sold 
after  December  31,    1969. 

Crop  Insurance  Proceeds 

The  Issue 

Under  the  old  law,  a  farmer  using  the  cash  account- 
ing method  was  generally  required  to  report  all  income  in 
the  year  in  which  it  was  received.  This  meant  that  farmers 
who  received  insurance  proceeds  as  a  result  of  the  destruc- 
tion of,  or  damage  to,  crops  were  required  to  include  the 
insurance  proceeds  as  income  for  the  year  of  receipt. 
Farmers  customarily  holding  crops  harvested  in  one  year 
for  sale  in  the  following  year  were  required,  in  effect,  to 
report  income  from  two  crops  in  one  year. 

Provision  of  the  Act 

Farmers  may  now  elect  to  defer  reporting  these  pro- 
ceeds for  Federal  income  tax  purposes  until  the  year  fol- 
lowing the  year  of  loss.  However,  they  must  establish 
that,  under  their  usual  practice,  income  from  the  damaged 
or  destroyed  crops  would  have  been  reported  in  the  year 
following  the  year  of  the  loss.  This  provision  was  made 
effective  for  1969  and  subsequent  years. 
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Costs  of  Developing  Citrus  Groves 
The  Issue 

Prior  to  enactment  of  the  1969  tax  law,  once  citrus 
trees  were  planted,  all  expenses  of  cultivating,  spraying, 
irrigating,  and  fertilizing  the  groves  were  deductible  when 
incurred,  although  the  groves  did  not  come  into  production 
for  5  to  7  years. 

This  ability  to  charge  off  costs  of  developing  citrus 
groves  as  current  expenses,  together  with  the  capital  gains 
treatment  allowed  upon  sale  of  the  grove  property,  led  to 
groves  being  widely  advertised  as  tax  shelters  for  nonfarm 
investors. 

Provision  of  the  Act 

Expenditures  for  purchasing,  planting,  cultivating, 
maintaining,  or  developing  a  citrus  grove  must  now  be 
capitalized  if  they  are  incurred  within  4  years  after  the 
grove  is  planted.  This  capitalization  rule  does  not  apply 
to  expenses  incurred  in  replanting  all  or  part  of  a  grove 
damaged  or  destroyed  by  freeze,  drought,  disease,  pest, 
or  other  casualty.  The  rule  likewise  does  not  apply  to 
groves   planted  or   replanted  prior  to  December  30,  1969. 

Extension  of  Date  for  Filing  Farm 
Income  Tax  Returns 

The  due  date  is  advanced  from  February  15  to  March  1 
for  the  filing  of  income  tax  returns  by  farmers  and  fisher- 
men who  do  not  file  declarations  of  estimated  tax  by 
January  15.  Not  affected  are  farmers  or  fishermen  who 
file  a  declaration  of  estimated  tax  and  pay  in  quarterly  in- 
stallments or  who  are  not  required  to  make  installment 
payments.  These  individuals  continue  to  file  their  Federal 
income  tax  returns  by  the  normal  April  15  due  date. 

GENERAL  PROVISIONS  OF  INTEREST  TO  FARMERS 

A  complete  discussion  of  all  the  provisions  of  the  Tax 
Reform  Act  of  1969  is  beyond  the  scope  of  this  publication. 
Provisions  primarily  affecting  foundations  and  corpora- 
tions, and  other  provisions  deemed  not  to  be  of  general 
interest  to  the  farming  sector  are  not  included. 


General  reform  and  relief  provisions  discussed  in  this 
part  of  the  report  comprise:  (1)  repeal  of  investment  cre- 
dit; (2)  extension  of  time  for  tax-free  reinvestment  of  in- 
voluntary conversion  proceeds;  (3)  changes  in  methods 
allowed  for  computing  real  estate  depreciation;  (4)  income 
averaging;  (5)  changes  in  capital  gains  tax  rates;  (6)  capital 
loss  treatment  for  individuals;  (7)  limitation  on  deduction 
of  interest;  (8)  a  minimum-tax  provision;  (9)  maximum 
rate  on  earned  income;  (10)  limitation  on  retirement  plans 
for  subchapter  S  corporations;  and  (11)  general  adjustments 
in  personal  exemptions,  standard  deduction,  certain  tax 
rates,  low-income  allowance,  income  tax  surcharge,  and 
withholding  regulations.  Also,  brief  mention  is  made  of 
farmer  cooperatives  and  increases  in  social  security 
benefits. 

Repeal  of  Investment  Credit 

Generally,  the  7-percent  investment  c  r  e  d  i  t  is  no 
longer  available  for  property  on  which  physical  construc- 
tion, reconstruction,  or  erection  was  begun  after  April  18, 
1969,  or  that  was  acquired  by  the  taxpayer  after  that  date. 

Certain  transitional  rules  apply,  including  provision 
that  the  credit  will  still  apply  where  construction,  acquisi- 
tion, or  other  investment  takes  place  in  accordance  with 
binding  contracts  entered  into  prior  to  April  19,1969. 
However,  this  property  must  be  placed  in  service  prior  to 
1976.  No  more  than  20  percent  of  the  investment  credit 
carryover  available  at  the  end  of  1968  may  be  used  in  any 
one  year. 

When  property  on  which  investment  credit  was  claimed 
is  replaced  before  the  end  of  the  period  for  which  the  cre- 
dit was  computed,  any  unearned  credit  must  ordinarily  be 
recaptured.  But,  if  the  property  disposed  of  is  replaced 
by  property  that  would  formerly  have  been  eligible  for  the 
credit  (as  in  a  trade  of  property),  the  amount  of  recapture 
on  the  old  property  is  reduced  (in  no  case  below  zero)  by 
the  amount  of  credit  that  would  have  been  allowed  on  the 
new  property  if  the  investment  credit  had  not  been  repealed. 
For  this  rule  to  apply,  the  replacement  property  must  be 
placed  in  service  within  6  months  after  the  disposition  of 
the  old  property. 
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If  property  on  which  investment  credit  was  claimed  is 
stolen,  damaged,  or  destroyed  by  casualty  after  April  18,. 
1969,    no  investment  credit  recapture  is  required. 

Reinvestment  of  Proceeds  From 
Involuntary  Conversions 

The  new  law  extends  the  time  available  for  reinvest- 
ment of  the  proceeds  from  involuntarily  converted  property 
in  similar  or  related-use  property  from  1  year  after  the 
year  in  which  the  involuntary  conversion  occurs  (old  pro- 
vision) to  2  years  (new  provision).  The  impact  of  this 
provision  is  somewhat  muted  since  1-year  extensions  for 
'  reinvestment  were  frequently  granted  by  IRS  under  the  old 
law. 

Real  Estate  Depreciation 

The  Tax  Reform  Act  of  19691imits  the  so-called  fast 
methods  of  depreciation  on  new  section  1250  property 
(depreciable  real  property- -primarily  buildings  and  their 
structural  components).  For  that  acquired  after  July  24, 
1969,  only  the  150-percent  declining  balance  depreciation 
method  may  be  used.  The  200-percent  declining  balance 
and  sum-of-years-digits  methods  of  real  estate  deprecia- 
tion are  now  limited  to  new  rental  residential  housing. 

In  the  case  of  used  buildings  (except  used  residential 
rental  housing),  depreciation  on  acquisitions  made  after 
July  24,    1969  is  limited  to  the  straight-line  method. 

Under  prior  law,  gain  on  the  sale  of  depreciable  real 
estate  was  subject  to  tax  as  ordinary  income  to  the  extent 
of  excess  depreciation;  but  the  excess  depreciation  subject 
to  recapture  was  decreased  by  1  percentage  point  for  each 
full  month  the  property  was  held  past  20  full  months. 
Therefore,  if  the  property  was  held  for  10  years  or  more, 
none  of  the  recovery  was  treated  as  ordinary  income.  For 
property  disposed  of  under  a  written  contract,  binding  on 
the  owner  of  the  property  as  of  July  24,  1969,  and.  at  all 
times  thereafter,   the  old  rule  still  applies. 


On  the  sale  of  section  1250  property  (other  than  resi- 
dential property)  after  December  31,  1969,  accelerated 
depreciation  taken  after  December  31,    1969,   in  excess  of 
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allowable  straight-line  depreciation,  is  to  be  recaptured 
as  ordinary  income  to  the  full  extent  of  the  gain.  Post- 
1969  excess  depreciation  on  residential  property  is  sub- 
ject to  recapture  after  December  31,  1969,  decreasing  by 
1  percentage  point  for  each  full  month  the  property  is  held 
past  100  full  months. 

Special  rules  apply  in  the  case  of  low -cost  rental 
housing  and   certain  publicly-assisted  housing  programs. 

Income  Averaging 

Rules  governing  income  averaging  have  been  changed 
to  enlarge  the  group  of  taxpayers  eligible  for  the  income- 
averaging  method.  Now  a  person  whose  averageable  in- 
come for  1970  or  any  following  year  exceeds  his  average 
income  for  the  4  preceding  years  by  $3,  000  may  elect  to 
use  the  averaging.  Averageable  income  is  the  amount  by 
which  taxable  income  for  the  computation  year  exceeds  120 
percent  of  average  base  period  income.  Formerly,  aver- 
ageable income  was  defined  as  the  amount  by  which  adjusted 
taxable  income  exceeded  133-1/3  percent  of  the  prior  4- 
year  average. 

Adjusted  taxable  income  did  not  include  long-term 
capital  gains,  income  from  wagering,  and  income  from 
gifts.  All  of  these  are  now  included  in  averageable  income. 

However,  taxpayers  usingthe  income-averaging  me- 
thod may  not  use  the  alternative  capital  gains  rate  also. 
The  new  law  further  provides  that  the  maximum  tax  on 
earned  income  (also  provided  in  the  new  law  and  explained 
herein)  is  not  available  to  taxpayers  using  income  aver- 
aging. 

Changes  in  Capital  Gains  Tax  Rates 

For  individuals,  the  alternative  25-percent  capital 
gains  tax  is  continued  on  the  first  $50,  000  of  long-term 
capital  gains  ($25,000  for  married  individuals  filing 
separate  returns).  For  net  long-term  capital  gains  in  ex- 
cess of  this  amount,  the  alternative  tax  is  increased  for 
tax  years  beginning  after  December  31,  1969.  The  new 
rates  are  29-1/2  percent  for  1970,  32-1/2  percent  for 
1971,    and  35  percent  for  1972  and  following  years . 
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For  individuals  and  corporations,  the  25-percent  rate 
continues  to  apply  to  distributions  pursuant  to  binding  con- 
tracts in  effect  on  October  9,  1969,  and  to  installment  pay- 
ments received  after  December  31,  1969,  resulting  from 
sales  made  before  October  10,  1969,  if  received  prior  to 
1975.  Also,  the  25-percent  rate  continues  to  apply  to  cor- 
porate distributions  made  prior  to  October  10,  1970,  in 
accordance  with  plans  of  complete  liquidation  adopted 
before  October  10,    1969. 

The  capital  gains  tax  rate  for  corporations  is  in- 
creased to  28  percent  for  tax  years  beginning  in  the  1970 
calendar  year  and  to  30  percent  thereafter. 

Capital  Losses  of  Individuals 

Previously,  an  individual  could  deduct  net  long-term 
capital  losses  from  ordinary  income  to  the  extent  the 
losses  exceeded  capital  gains,  up  to  a  $1,  000  limit.  Now 
only  50  percent  of  an  individual's  net  long-term  capital 
losses  may  be  used  to  offset  ordinary  income  up  to  the 
$1,  000  limit.  Thus,  $2,000  of  long-term  capital  losses 
are  required  to  obtain  the  $1,  000  maximum  deduction. 

In  the  case  of  married  persons  filing  separate  re- 
turns, the  deduction  from  ordinary  income  is  limited  to 
$500  for  each  spouse.  Formerly,  each  spouse  could 
claim  the  $1,  000  limit. 

Long-term  capital  losses  can  be  deducted,  dollar  for 
dollar,  from  long-term  capital  gains,  and  any  excess  of 
such  losses  over  long-term  gains  can  be  deducted,  dollar 
for  dollar,  from  net  short-term  capital  gains.  The  full 
value  of  short-term  capital  losses  can  be  deducted  from 
net  short-term  capital  gains  and  ordinary  income.  Also, 
long-term  capital  losses  in  excess  of  the  amount  deductible 
can  still  be  carried  over  for  use  in  a  subsequent  year. 

Limitation  on  Deduction  of  Interest 

Under  prior  tax  law,  individual  taxpayers  were 
allowed  unlimited  deduction  of  all  interest  paid  or  accrued 
during  a  tax  year.  This  law  enabled  taxpayers  to  borrow 
heavily  for  investment  and  use  the  interest  deduction  as  a 
tax   shelter    for   current  income.      When    investments 
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produced  little  or  no  current  income,  the  effect  was  to 
allow  the  interest  deduction  to  offset  ordinary  income. 
Income  finally  realized  from  the  investments  was  then 
reported  and  taxed  at  the  lower  capital  gains  rate.  The 
equity   question  was    similar  to  that  of  tax-loss    farming. 

The  new  law  limits  this  deduction  to  50  percent  of 
the  excess  investment  interest.  Excess  investment  inter- 
est is  the  amount  by  which  investment  interest  exceeds 
$25,  000,  plus  the  amount  of  an  individual's  net  investment 
income  (such  as  dividends,  interest,  and  rents),  plus  his 
long-term  capital  gains.  Interest  disallowed  as  a  result 
of  this  limitation  may  be  carried  over  and  used  to  offset 
net  investment  income  (but  not  capital  gains  income)  in 
subsequent  years. 

Capital  gains  used  to  offset  investment  interest  are 
to  be  treated  as  ordinary  income  for  income  tax  purposes. 

The  limitation  does  not  apply  to  interest  payments  on 
home  mortgages  or  to  interest  incurred  in  running  a  trade 
or  business.  In  addition,  the  limitation  does  not  apply  to 
investment  interest,  investment  income,  or  expenses  attri- 
butable to  property  if  the  indebtedness  on  that  property  is 
for  a  specified  term  and  was  incurred  before  December  17, 
1969.  The  limitation  on  the  deduction  of  interest  will  apply 
to  tax  years  beginning  after  December  31,    1971. 

Minimum  Tax  Provision 

As  a  result  of  the  1969  act,  individuals  and  corpora- 
tions with  substantial  amounts  of  otherwise  tax-free  income 
are  now  required  to  pay  a  minimum  tax  on  at  least  a  por- 
tion of  this  income.  The  new  law  lists  nine  classes  of  so- 
called  preference  income  subject  to  a  special  levy._5/ 

5/  Preference  income  includes  excess  investment  interest; 
accelerated  depreciation  in  excess  of  straight-line  de- 
preciation on  certain  property;  certain  "excess"  amortiza- 
tion allowances;  in  the  case  of  stock  options,  the  amount 
by  which  the  fair  market  value  of  the  stock  at  the  time  of 
exercise  exceeds  the  option  price;  a  portion  of  certain 
reserves  for  bad  debt  losses  of  financial  institutions; 
depletion  deductions  to  the  extent  they  exceed  the  cost  or 
other  basis  for  the  property  involved;  and  capital  pains — 
in  the  case  of  individuals,  to  the  extent  of  one-half  of 
the  gains  and,  in  the  case  of  corporations,  to  the  extent 
of   18/48th   of   the   gain. 

14 


Briefly,  the  preference  income,  after  deduction  of  a 
$30,000  exemption  and  after  deduction  of  the  taxpayers' 
regular  Federal  income  tax,  is  taxed  at  a  10-percent  rate. 

Maximum  Rate  on  Earned  Income 

An  individual's  earned  income  (wages,  salaries,  and 
fees,  as  opposed  to  capital  gains,  dividends,  interest,  and 
other  preference  income)  is  subject  to  a  maximum  tax  of 
60  percent  for  tax  years  beginning  in  calendar  1971,  and 
50  percent  thereafter.  However,  earned  income  must  be 
reduced  by  tax  preferences  in  excess  of  $30,  000  in  the 
current  year,  or  the  average  preferences  for  the  current 
year  and  the  prior  4  years  in  excess  of  $30,000,  whichever 
is  greater.  Tax  preferences  for  this  purpose  are  the  same 
as  those  applicable  to  individuals  under  the  minimum  tax 
provision. 

Retirement  Plans  for  Subchapter  S  Corporations 

Limitations  are  now  imposed  on  contributions  made 
to  retirement  plans  by  electing  subchapter  S  corporations 
(the  corporate  form  used  by  many  family  farms)  for  share- 
holder employees.  (A  shareholder  employee  is  defined  as 
an  employee  or  officer  who  owns  more  than  5  percent  of 
the  corporations'  stock.)  Similar  to  limitations  imposed 
on  retirement  plans  for  self-employed  individuals  (the  so- 
called  H.R.  10  types)  are  provisions  requiring  a  share- 
holder employee  to  include  contributions  made  by  the  cor- 
poration to  a  qualified  plan  on  his  behalf  in  his  income  to 
the  extent  contributions  exceed  10  percent  of  his  salary  or 
$2,500,  whichever  is  less.  This  provision  affects  tax 
years  beginning  after  1970. 

Formerly,  subchapter  S  corporstions  were  entitled 
to  use  the  regular  corporate  retirement  plans,  which  were 
more  liberal. 

Farmer  Cooperatives 

House-passed  provisions  would  have  requiredcooper- 
atives  (1)  to  revolve  out  patronage  dividends  and  per  unit 
retains  over  a  15-year  period  and  (2)  to  increase  the  per- 
centage of  current  patronage  allocations  required  to  be 
paid  out  in  cash  from  20  to  50  percent.     These  provisions 
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were  omitted  from  the  final  version  of  the  legislation,  but 
the  conference  committee  noted  that  the  Senate  Finance 
Committee  had  requested  a  study  of  the  tax  treatment  of 
cooperatives  and  asked  that  a  report  of  this  study  be  made 
by  January  1,    1972. 

Otherwise,  the  only  provision  affecting  cooperatives 
in  the  new  law  is  a  technical  provision  which  allows  coop- 
eratives 8-1/2  months  after  the  close  of  the  year  to  make 
cash  payments  of  per  unit  retain  allocations  and  deduct 
them.  This  provision  was  made  to  conform  to  the  period 
previously  allowable  in  the  case  of  noncash  allocations. 


Increases  in  Social  Security  Benefits 

Regular  OASDI  benefits  are  increased  by  15  percent, 
effective  January  1,  1970,  although  the  first  payments 
will  not  be  made  until  April  because  of  the  time  needed  to 
make  accounting  changes.  The  minimum  primary  insur- 
ance amount  is  thus  increased  to  $64  monthly  from  the  old 
minimum  of  $55.  The  earnings  base  was  not  changed  from 
the  present  $7,  800-a-year  level.  There  is  no  change  in 
payroll  taxes. 


General  Adjustments 

The  personal  exemption  is  increased  to  $625  for 
calendar  year  1970,  $650  for  1971,  $700  for  1972,  and 
$750  for  1973  and  thereafter. 

The  old  10-percent  standard  deduction,  with  a  $1,  000 
ceiling,  is  increased  to  13  percent,  with  a  $1,  500  limit 
for  1971;  to  14  percent,  with  a  ceiling  of  $2,  000  for  1972; 
and  to  15  percent,  with  a  $2,000  ceiling  for  1973  and 
thereafter. 

Anew,  lower  rate  schedule  for  single  persons,  effec- 
tive for  1971  and  thereafter,  provides  that  they  pay  a  tax 
no  more  than  20  percent  higher  than  the  tax  paid  on  a  joint 
return  with  the  same  amount  of  taxable  income.  A  new 
head-of-household  tax  rate  schedule  that  is  halfway  be- 
tween the  schedule  applicable  to  joint  returns  and  that  for 
single  persons  will  also  become  effective  in  1971. 
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The  old  minimum  standard  deduction  ($200,  plus  $100 
for  each  exemption  claimed,  not  to  exceed  $1,  000,  for  all 
except  married  persons  filing  separately)  is  replaced  by  a 

new  low-income  allowance,  beginning  in  1970,  which  is 
designed  to  remove  some  5.5  million  low-income  families 
and  individuals  from  tax  roles.  The  low-income  allowance 
permits  a  maximum  deduction  of  $1,  100  for  1970,  $1,  050 
for  1971,  and  $1,  000  for  1972  and  thereafter.  The  amount 
of  decrease  in  the  allowance  is  offset  by  increases  in  the 
personal  exemption.  Therefore,  incomes  less  than  those 
shown  in  table  1  would  not  be  subject  to  Federal  income 
tax. 

For  1970  and  1971  only,  there  are  special phaseout 
rules,  which  serve  to  reduce  the  allowance  somewhat,  if 
income  exceeds  the  new  nontaxable  levels. 

The  tax  surcharge  was  continued  at  a  5-percent 
annual  rate  for  the  period  January  1,  1970,  through 
June  30,  1970.  This  means  that,  for  calendar  year  tax- 
payers, the  surcharge  for  1970  will  be  2.5  percent  of 
adjusted  tax. 

The  law  provides,  for  the  first  time,  that  an  individ- 
ual's wages  are  not  subject  to  withholding  of  Federal  in- 
come tax  if  he  certifies  to  his  employer  that  he  expects  to 
have  no  Federal  income  tax  liability  for  the  current  year 
and  had  no  income  tax  liability  for  the  preceding  year. 
This  provision  applies  to  wages  paid  after  April  30,   1970. 

Table   1. — Maximum  incomes   not   subiect    to   income    tax, 
by  number  of   exemptions,    1970-73,    and   thereafter 


Number   of 
exemptions 


1970 


1971 


1972 


1973   and 

thereafter 


Single  individual. 
Married  couple. . . . 
Family  of  four. . . . 


Dollars- 


1,725  1,700  1,700  1,750 

2,350  2,350  2,400  2,500 

3,600  3,650  3,800  4,000 
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